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Abstract
The study examines the magnitude of economic spillover and the 
impact of foreign direct investment (FDI) inflow on the efficiency of 
the bank management in China This study examines direct and 
indirect spillover in the short-run and their economic spillover in the 
long-run. Unit root tests, cointegration tests, vector error correction 
models, and Wald tests are employed in the empirical analysis using 
monthly time series data from January 2002 to September 2013 
retrieved from the Bank of China database. In testing long-run 
economic spillover, this study finds that FDI inflows have a 
significant economic spillover, but the spillover is likely to be 
negative. In testing short-run economic spillover, this research finds 
that FDI inflows have a significant positive direct effect on the 
efficiency of the bank management in Chain. 
Keywords: Foreign direct investment; economic spillover; Bank 
management; Banking industry; China 
1. Introduction
The past decade was marked by the increasing role of foreign 
direct investment (FDI), since the World Trade Organization (WTO) 
approved the text of the agreement for China’s entry into WTO on 
December 11, 2001 and China officially became a member of WTO 
30 days after that day. In 2011, the actual inflow of foreign 
investment was up to 116 billion U.S. dollars, increased by 252% 
comparing with 2001, according to the National Bureau of Statistics 
of China. The average annual growth rate of foreign investment 
inflow in last ten years was more than 10 percent. Meanwhile, as an 
essential part of economic development, China has speeded up the 
pace of reform in banking industry and encouraged a variety of 
foreign institutions to invest and operate in China. Since 2006, China 
has removed the geographic and clientele restrictions on RMB 
business for foreign banks, more and more foreign financial service 
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companies entered into China in different ways. By the end of 2012, 
42 foreign banks operated as independently capitalized subsidiaries 
affiliated by 95 branches, 197 representatives and more than 900 
outlets in Mainland China, according to the China Bank Regulatory 
Commission. As a result, how the FDI influence the efficiency of 
Chinese bank sector has been on the forefront of economic discussion 
among policy makers and scholars. 
FDI is defined as investment to obtain a lasting management 
interest (10% or more of voting stock) in an enterprise operating in 
an economy other than that of the investor. In the literature there 
exists some research suggesting mixed results of pros and cons of 
FDI from a view of domestic banking industry. Several benefits of 
FDI have been identified but are not limited as production efficiency 
(Yao & Wei, 2007), technological spillovers, management techniques, 
international trade integration (Agbloyer, Abor, & Adjasi, 2013) and 
introduction of new products or process to domestic market (Alfaro, 
Chanda, Kalemli-Ozcan, & Sayek, 2004). Even though the FDI in 
bank sectors doesn`t always result in higher profits, major domestic 
banks do display benefits from technical and management efficiency 
after they strategy alliance with world-leading foreign banks. On the 
other hand, foreign banks entry, as a major source of FDI in bank 
sector, will definitely create a more competitive market environment, 
which may take over the market share of domestic banks. Deng, Guo 
and Kong (2011) indicated that foreign entry could cause operation 
costs and profits of domestic banks to rise if the host economy is 
relatively undeveloped. A higher opening degree of a country`s 
financial market, to some extent, will contain more unstable factors 
from foreign bank presence. When faced with capital or funding 
shock, such as 2008 financial crisis, uncertainty have been raised 
from foreign banks withdraw from oversea banking business and 
reduce credit extension in host country. 
In 2008, as the international financial crisis extent from United 
States to European, and finally touched the major emerging 
economies such as China. Depression of host markets resulted in a 
temporarily shrink of business activity in China and a loss of 
consumer confidence for foreign banks. Most clients turned to 
domestic commercial banks after 2008 seeking a more safety financial 
service. However, some evidences have been found in the previous 
literature that financial crisis may also stimulate a new wave of 
foreign investment inflows. Alfaro et al. (2004) showed that following 
the debt crisis in the 1980s, developing countries have changed their 
attitude towards FDI because they believed that FDI could contribute 
to the development efforts of a country. How did the financial crisis 
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in 2008 affect the relationship between foreign investment inflows 
and the banking efficiency in Mainland China? It is still a mysterious 
and significant question to answer. 
The objective of this paper is to provide additional evidence on 
the spillover effects of FDI inflows to the banking sector in Mainland 
China. More precisely, we attempt to fill the gap in the literature by 
investigating how information is transmitted between these two 
economic variables through short-term price interactions and volatility 
spillovers. Unlike most studies this paper would benefit the literature 
in three aspects. First this study analyzes the long-term linkage 
between FDI in bank sector and efficiency spillover of Chinese 
banking industry by using cointegration test. This could offer an 
academic evidence for Chinese government to forward financial 
market opening-up reform in the next few decades and manage the 
foreign direct investment more efficiently. Second, the paper 
empirically explores the short-term dynamic relationships between 
these two variables using Granger causality tests, which can help 
business owners and foreign investors to make better short-term 
informed investment and financing decisions. In addition, applying 
financial crisis in 2008 as a dummy variable, the current paper 
examines the impact of global market shock on the linkage between 
FDI and spillover efficiency of banking industry. 
2. Overview of Chinese Banking System 
Chinese banking system, after experiencing 30 years reform process 
since 1978, has become a critical role in supporting the rapid 
economic growth of China. The central bank, People`s Bank of 
China, was founded in 1948 splitting its commercial function and 
lending function since 1978. Comparing with 34 years ago. Chinese 
banking industry controlling the big part of total asset and providing 
more than three fifths of total credit to the private sector is now in 
gradually diversification and transparency. There are many types of 
banking institutions now in China. According to China Banking 
Regulatory Commission 2012 annual report, by the end of 2012, 
China`s banking sector consisted of 2 policy banks, 5 large 
commercial banks, 12 joint-stock commercial banks, 144 city 
commercial banks, 337 rural commercial banks, 147 rural cooperative 
banks, 1927 rural credit cooperatives, one postal savings bank, 4 
banking assets management companies, 42 locally incorporated foreign 
banking institutions, 67 trust companies, 150 finance companies of 
corporate groups, 20 financial leasing companies, 800 village or 
township banks, 14 lending companies and 49 rural mutual 
cooperatives. Overall, the number of banking institutions in China`s 
banking sector amounted to 3747 with 3362 million employees. If we 
breakdown the entire financial market into four parts: commercial 
bank, securities firm, insurance company and others, commercial 
banks dominate around 90 percent of the financial industry total 
assets. 
Looking deeply at all the commercial banks in China, the big five 
state-own commercial banks and 12 joint-stocks commercial banks 
take a big market share comparing with other city commercial banks. 
Following the develop strategy of the big five state-owned banks (i.e. 
Bank of China, China Construction Bank, Industrial and Commercial 
Bank of China, Agricultural Bank of China and China Bank of 
Communication), more and more banks in China prefer to engage 
with foreign banks and absorbed foreign capital in last decade. For 
example, in 2005, Bank of Nanjing accepted BNP Paribas as its 
strategic partner and second largest shareholder. In 2007, Industrial 
Bank signed a strategy alliance agreement. In 2011, they signed 
another agreement about keep corporate relationship in asset 
management, private bank etc. As measured by China Banking 
Regulatory Commission at the end of 2011, 25 foreign institutions 
cooperated with 27 Chinese banks as strategy investors. However, do 
the foreign investors cause the efficiency spillover of bank sectors? 
The answers are quite mixed. 
3. Research Hypotheses
Accordingly, the following hypotheses are considered:
Hypothesis 1: FDI inflow in the bank sector would cause the 
economic spillover of domestic banks in a 
long-term.
Hypothesis 2: There is causation leading from FDI inflows to 
bank efficiency in a short-term.
Hypothesis 3: Financial crisis in 2008 is likely to play a 
significant role on dynamic relationship between 
FDI inflows and Chinese bank efficiency. 
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